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INTRODUCTION

The Congressional Budget Office (CBO) and the Joint Committee on
Taxation have prepared this analysis of House Majority Leader Richard
Gephardt's health proposal. The analysis is based on the text of the proposal
as printed in the Congressional Record on August 10 and on subsequent
revisions specified by the Leader's staff. It comprises a review of the financial
impact of the proposal and a brief assessment of its economic effects and
factors that could affect its implementation.

FINANCIAL IMPACT OF THE PROPOSAL

Congressman Gephardt's proposal would assure universal health insurance
coverage with a guaranteed package of benefits. People not eligible for the
existing Medicare program (Hospital Insurance and Supplementary Medical
Insurance, Medicare Parts A and B) would be required to enroll in a private
health plan or in a new public program (Medicare Part C). Employers would
be required to offer health insurance coverage to their workers and would
generally be required to pay 80 percent of the premiums. Individuals would
be required to pay that portion of the premium not covered by their
employer, but low-income people would be eligible for federal subsidies.

Medicare Part C would replace the current Medicaid program for
acute health care services. Benefits under the current Medicare program
would be enhanced by adding some new benefits and expanding others.
Spending for all parts of Medicare would be subject to stringent limits on
growth.

The estimated federal budgetary effects of Congressman Gephardt's
proposal are displayed in Table 1 at the end of this document. Tables 2 and
3 show its effects on the budgets of state and local governments and national
health expenditures, respectively. In the process of extending health insurance
coverage to the entire population, the proposal would significantly increase
national health expenditures. The estimated changes in mandatory spending,
revenues, and the discretionary spending limits, however, would not add to the
federal budget deficit.

Coverage and Benefits

Congressman Gephardt's proposal would achieve universal health insurance
coverage by requiring people to purchase health insurance for themselves and
their families starting in 1999. People not enrolled in Medicare Part A could
obtain coverage by enrolling in Medicare Part C or in a certified health plan
offered by their employer or purchased individually. The mandate on



individuals would be accompanied by a mandate on employers requiring them
to offer coverage to employees and their dependents and to contribute at least
80 percent of the cost of that coverage.

Certified health plans and Medicare Part C would both offer a
guaranteed national benefit package. That package would include the
benefits currently covered under Medicare plus several enhancements,
including unlimited hospital care without coinsurance, a prescription drug
benefit, and a cap on out-of-pocket spending. The annual deductible amount
would be $500 for an individual and $750 for a family (indexed after 1994),
with a separate $500 deductible for prescription drugs.

The Congressional Research Service and CBO estimate that such a
benefit package would initially be 3 percent more costly than the average
benefit package of privately insured people today. This estimate assumes that
the management of services for mental illness would hold the cost of the
expanded mental health benefit to the levels projected under the current
system. To cover benefits not included in the guaranteed benefit package,
individuals and employers could purchase a standardized package of
supplemental insurance; they could choose from up to 10 such packages.

Employers' Responsibilities

The proposal would impose different requirements on large and small firms.
Within a firm, the requirements would vary with the characteristics of the
workers and their families.

Beginning in 1997, large firms (those with more than 100 employees)
would be required to offer qualified employees a choice of at least one
managed care plan (if available) and one health plan with an unlimited choice
of providers. Those firms would generally be required to pay at least 80
percent of the cost of the plan for each enrollee, with payment prorated for
employees working less than 35 hours a week. Beginning in 1999, small firms
would be required to offer their full-time workers Medicare Part C or a
choice of private health plans, and would generally pay 80 percent of the
premium. They could, however, be eligible for a temporary tax credit that
would defray part of the cost.

Employers offering a choice of private health plans could, but would
not have to, enroll certain part-time or seasonal workers in those plans. If
they did not, they would be required to pay 80 percent of the Medicare Part C
premium for qualified workers who earned more than $100 a month. The
contribution would be prorated according to the number of hours worked.



Employers could also offer an alternative benefit package that
combined a high-deductible version of the guaranteed benefit package and a
tax-favored medical savings account. Employers would not be required to
offer high-deductible plans to their workers, and workers covered under
Medicare or receiving a premium subsidy would be ineligible for the option,
even if their employer offered it.

Married couples with children and with both spouses working could
choose to purchase health insurance through either spouse's employer, termed
the enrolling employer. Married couples without children could designate one
employer as the enrolling employer or could enroll separately as individuals.
For each worker who obtained coverage through a spouse, the nonenrolling
employer would be subject to a tax equal to 80 percent of the Medicare
Part C premium for a single individual. After a phase-in period, that tax
would ultimately be rebated to employers who paid premiums for two-parent
families. (CBO also assumed that the credit would be available to employers
of any married workers whose spouses did not work.) For the first few years,
however, a significant portion of the revenue from the tax would be retained
by the Treasury.

Changes in the Insurance Market

Congressman Gephardt's proposal would change the market for health
insurance in several ways that would become fully effective in 1999, when the
individual mandate came into force. In the meantime, various transitional
rules would apply.

Health plans would be required to sell coverage to all eligible
individuals and groups and provide for an annual period of open enrollment.
They would be prohibited from excluding or limiting coverage on the basis of
preexisting conditions and from imposing waiting periods for coverage. Plans
other than group- and staff-model health maintenance organizations would be
required to include in their network any health care provider that was willing
to accept the plan's terms for participation. All plans would be required to
contract with an extensive list of "essential community providers." National
quality standards for health plans would be established, and each plan would
be evaluated annually with respect to access to care, effectiveness and
appropriateness of care, and consumers' experience and satisfaction. An
individual or a health care provider would be able to bring legal action
against a health plan for failure to comply with the terms of the plan or with
federal or state law.



In effect, the market for health insurance would be divided into three
sectors: Medicare Part C, a large-employer market, and a community-rated
market. Individuals and small firms that did not participate in Medicare
Part C would purchase insurance in the community-rating area in which they
were located. Small employers and multiple-employer welfare associations
would be prohibited from self-insuring. Associations meeting federal
standards would be allowed to sell community-rated insurance plans to their
members. Within the community-rated market, premiums could vary only by
class of enrollment (single adult, one-parent family, or two-parent family). A
risk-adjustment mechanism would be developed to even out risks among
insurance plans in the community-rated market, but no adjustment of risks
would be made among the three market sectors.

Small employers and eligible individuals could also obtain coverage
through a new universal Federal Employees Health Benefits Program
(universal FEHBP), which would contract with and offer a variety of health
plans in each community-rated market. Plans offered through the universal
FEHBP would charge enrollees the same premiums as they charged others in
the community-rated market but could offer an administrative discount.
Federal employees would be fully integrated into the universal FEHBP after
a seven-year transition period, which could start no earlier than 2000.
Initially, federal employees would remain in the existing FEHBP, but the
benefits would be conformed to the guaranteed national benefit package and
the government's average contribution would increase to reflect the provisions
of the mandate on employers. In the fifth through seventh years of the
transition period, federal employees could enroll in either the current program
or the universal FEHBP.

States would have considerable flexibility to set up their own health
reform programs as long as they assured universal coverage, provided the
guaranteed national benefit package, and controlled costs. They could
establish a single-payer system, voluntary or mandatory consumer purchasing
cooperatives, or an all-payer system to reimburse health care providers.

Medicaid

Medicaid would no longer cover acute care services, except for emergency
benefits for illegal aliens through 2001, but would continue to cover long-term
care. States would be required to make maintenance-of-effort payments to
the federal government based on the amount by which their Medicaid
spending was reduced. The maintenance-of-effort amounts would be
computed separately for Medicaid beneficiaries who received benefits from
Supplemental Security Income (SSI) or Aid to Families with Dependent



Children (AFDC) and for those who did not receive cash benefits. States
would pay 100 percent of the full maintenance-of-effort amounts in 1999
through 2001, 96 percent in 2002 and 2003, and 86 percent thereafter.

Medicare Parts A and B

The existing Medicare program (Parts A and B) would be expanded by adding
a prescription drug benefit and various preventive benefits, increasing
coverage of mental health services, eliminating the lifetime limit on inpatient
hospital days, and capping out-of-pocket expenditures starting in 2004.
Savings would be achieved by imposing 20 percent coinsurance on home
health services, reducing disproportionate share adjustments for hospitals,
scaling back payments for the indirect costs of medical education, and making
other, smaller changes. The rate of growth of Medicare spending would also
be tightly limited, as described below.

Medicare Part C

Medicare Part C would begin in 1999. Net of subsidies for low-income
families, the program would be financed largely by premiums paid by
enrollees and their employers. For the first four years, however, premiums
would be established under the assumption that 60 percent of the eligible
population was enrolled in the program. Also, disabled SSI recipients would
be excluded in calculating the premium. General revenues would be used to
make up the shortfall resulting from these two constraints on premiums.

Enrollment in Part C would be open only to people (and their families)
who did not work full time, worked full time for a small employer that did not
offer coverage under a private certified health plan, worked for a small
employer and were eligible for a federal subsidy of their premium, or received
benefits from SSI or AFDC. Alternatively, nonworking people, subsidized
employees of small firms, and SSI or AFDC recipients could enroll in a
certified health plan offered in the community-rated market.

Because no one would be required to enroll in Medicare Part C,
estimating the number of people covered by the program, their use of health
care services, and the required premiums is particularly difficult. The
estimates assume that 80 percent of nonworking people and former Medicaid
beneficiaries and 50 percent of people connected to small firms and part-time

This percentage is lower than the percentage in the bill and reflects a revised CBO estimate of the long-run
rate of enrollment in Medicare Part C



employees in large firms would ultimately enroll in the program. They also
assume that the participation rate of small employers, some of whom might
initially be reluctant to enter the new public program, would rise from 10
percent in 1999 to 50 percent in 2004.

Reimbursement of health care providers under Medicare Part C would
follow the approaches currently used by Medicare Parts A and B. The
estimates assume that Medicare payments would initially be 10 percent below
the amounts that would be paid on behalf of Part C enrollees if they had
private insurance. Under these assumptions, the estimated average premiums
in 1994 for the three classes of enrollment are as follows:

Medicare Outside
Part C Medicare

Single Adult $2,221 $2,316
One-Parent Family $4,331 $4,515
Two-Parent Family $5,886 $6,136

With similar premiums inside and outside Medicare, as the estimates
assume, private health insurance could continue to compete and coexist
alongside Medicare Part C. Such a scenario would also require premiums
inside and outside Part C to have similar rates of growth. If Part C became
the insurer for disproportionate numbers of high-risk people, its premiums
could soar and it could end up dealing with a smaller group of high-cost
enrollees, much like the present Medicaid program. At the other extreme, if
premiums for Medicare Part C were low and small employers wished to
simplify their administrative costs for insurance by not offering private
insurance, Part C could become dominant and drive private health insurance
out of the small-group market. Neither of these alternative outcomes can be
ruled out.

Cost Containment

The proposal would set target rates of growth for the Medicare program
(Parts A, B, and C, together) and for the private sector. It would set
Medicare's payment rates accordingly and would establish a standby system
of cost containment for the private sector.

Medicare's cost controls would go into effect in 1996 for Parts A and
B and in 1999 for Part C. The target for total Medicare spending per capita
would increase by the rate of growth of gross domestic product (GDP) per
capita plus 1.8 percentage points in 1996 and by lesser amounts thereafter.
In 2000 and beyond, the target would increase by the five-year average rate



of growth of GDP per capita. The per capita estimates would be allocated
among 10 or more classes of health care services using complex procedures
specified in the proposal The Secretary of Health and Human Services
(HHS) would set reimbursement rates for providers, with the goal of meeting
the targets.

Spending targets would also be established for the private sector. The
per capita targets would be allocated by class of service, as in Medicare, and
by state of residence, and the Secretary of HHS would determine maximum
payment rates that corresponded to the targets. The maximum payment rates
would be only advisory through 2000. Starting in 2001, however, they would
become mandatory in states that exceeded their per capita spending target.

The Congressional Budget Office believes that expenditure limits
enforced by rate setting could be reasonably but not totally effective in
controlling Medicare spending. The Health Care Financing Administration
collects most of the data necessary to set rates and track spending relative to
the targeted amounts for Parts A and B. It also has considerable experience
in setting payment rates and estimating the responses of providers.
Nonetheless, the history of cost control efforts both in this country and abroad
strongly suggests that setting payment rates is not sufficient for achieving full
control over health expenditures.2

CBO's estimates assume that the limits on Medicare spending would
ultimately prove to be 75 percent effective and that providers would shift one-
fourth of the Medicare savings to private payers. Although the limits would
apply jointly to Parts A, B, and C, initially they would probably be more
successful in Parts A and B than in Part C, which would be new and untested.
In Parts A and B, the 75 percent rate of effectiveness is assumed to apply
from the start. In Part C, however, the maximum rate would be reached only
gradually, as the quality of data improved and experience with the program
grew. The estimates assume that the expenditure limits in Part C would be
ineffective in 1999 and 2000, 25 percent effective in 2001 and 2002, and 50
percent effective in 2003 and 2004.

The limits on non-Medicare spending are more likely to be breached
and to be less effective. The task of establishing a reporting system for
national health expenditures as specified in the proposal would be formidable.
States would be permitted to operate their own payment systems as long as
the growth in health care spending did not exceed what it would have been
under the maximum rates-a difficult calculation to make. The estimates

2. See Congressional Budget Office, Estimates of Health Care Proposals from the 102nd Congress, CBO Paper
(July 1993).



assume that the limits on private health spending would be ineffective in 2001
through 2003 and 25 percent effective in 2004.

Low-Income Assistance

The proposal would offer three types of low-income assistance: premium
subsidies, cost-sharing subsidies, and wraparound benefits.

Premium Subsidies. Low-income people would be eligible for federal
subsidies to reduce their liability for health insurance premiums. Qualified
Medicare beneficiaries-those with income up to 120 percent of the poverty
level-would be eligible for special subsidies for Part B premiums. (Currently,
Medicaid pays those premiums for qualified Medicare beneficiaries.)
Temporary subsidies would be provided to certain early retirees and to
employers required to pay for the health benefits of retirees. Small firms with
low average wages would be eligible for a tax credit.

A family with modified adjusted gross income (AGI) below a threshold
(approximately equal to the federal poverty level) would receive a subsidy
equal to its portion of the Medicare Part C premium. From 1999 through
2001, the subsidy would phase out between 100 percent and 200 percent of
poverty. The upper limit of the phaseout range would increase to 220 percent
of the poverty level in 2002 and to 240 percent in 2004 and thereafter. People
participating in Part C would have their tax liability reduced. People
participating in certified health plans would be given a premium certificate,
or voucher, equal to the appropriate percentage of the premium for Part C
or the certified health plan, whichever was lower.

In addition to receiving any regular premium subsidies for which they
were eligible, certain early retirees would have their premium liability limited
to a percentage of modified AGI. The provision would apply to people ages
55 to 64 in 1994 who did not work full time and had income below $30,000
for an individual and $40,000 for a couple. The cap would equal 7 percent
of modified AGI in 1997 and 1998 and fall to 4 percent in 2001 and
thereafter. As a result of this provision, the federal government could pay
50 percent or more of the costs of health insurance for some early retirees
who would not otherwise have received subsidies. Moreover, similar retirees
who were not members of the specified age cohort would receive no
additional financial assistance from the government.

Employers who paid anything for retirees' health coverage in January
1994 would be required to make maintenance-of-effort payments and would
be eligible for special subsidies. Employers subject to this requirement would
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have to pay 80 percent of the cost of coverage (or 80 percent of the Part C
premium, if less) for all retirees ages 55 to 64 in 1994 and their dependents,
regardless of the amount they previously paid. Such employers would be
eligible for a federal subsidy, however, equal to 40 percent of the applicable
Part C premium.

From 1999 through 2005, small firms with low average wages would be
eligible for a tax credit to reduce their liability for the costs of health
insurance. Employers with no more than 25 employees and an average wage
of no more than $14,000 per full-time-equivalent employee would receive a
credit of 50 percent in 1999 through 2003, 30 percent in 2004, 15 percent in
2005, and nothing thereafter. For employers with 26 through 50 employees,
the credit would equal 37.5 percent in 1999 through 2003, 20 percent in 2004,
and 10 percent in 2005. The credit would be reduced proportionately for
small employers with an average wage between $14,000 and $26,000.

Cost-Sharing Subsidies and Wraparound Benefits. Cost-sharing subsidies
would be available to qualified Medicare beneficiaries as under current policy.
Qualified Medicare beneficiaries with income below 100 percent of the
poverty level would receive assistance for paying deductibles and coinsurance
under Parts A and B of Medicare.

Cost-sharing subsidies and wraparound benefits would also be provided
for other people with income below the poverty level, children and pregnant
women with income below twice the poverty level, and AFDC and SSI
recipients. Those beneficiaries would be relieved of all cost-sharing re-
quirements, and payments would be made to certified health plans based on
the cost-sharing amounts for Medicare Part C. In addition, those beneficiaries
would receive wraparound benefits-that is, benefits not included in the
guaranteed benefit package. Among those benefits would be early and
periodic screening, diagnostic, and treatment services for children and vision
and hearing care for adults. CBO's estimates assume that children covered
by this provision would receive benefits equivalent to those currently provided
by Medicaid.

Other Spending and Revenues

The proposal would increase spending on various public health programs,
establish a capped entitlement program to provide grants to states for long-
term care, and provide for enrollment in certified health plans offered by the
Department of Veterans Affairs and the Indian Health Service. Outlays for
Social Security retirement benefits would increase slightly because the
assurance of access to health insurance and the provision of subsidies to low-



income retirees would encourage some workers ages 62 to 64 to retire earlier.
The federal government would also incur additional costs to administer the
provision of low-income assistance, Medicare Part C, universal FEHBP, and
private-sector cost controls and to regulate the health care system.

The Budget Enforcement Act of 1990 divides spending into two
categories for purposes of budgetary control. Spending provided in annual
appropriation acts is termed discretionary spending and is subject to dollar
limits on budget authority and outlays. Spending established by permanent
law is called mandatory spending and, along with receipts, is subject to a pay-
as-you-go requirement. Spending for the veterans health and Indian health
programs is currently discretionary, but the proposal would make much of that
spending mandatory. The proposal would reduce the discretionary spending
limits in the Budget Enforcement Act to take account of these shifts in
classification, but it would not raise the limits to allow for the increases in
discretionary administrative costs.

The Joint Committee on Taxation has estimated the impact of the
provisions of the proposal that would affect federal revenues, other than
Medicare Part C premiums and payments by nonenrolling employers.
Requiring employers to contribute to the cost of health insurance would
significantly increase their spending on health. The estimate assumes that
most of those additional costs would be passed on to workers in the form of
lower cash wages. As a result, federal revenues would fall because the lost
wages would no longer be subject to income and payroll taxation. The decline
in revenues from this source would reach $58 billion in 2004. Revenue-raising
provisions of the proposal include a 2 percent excise tax on private health
insurance premiums, a phased increase of 45 cents a pack in the tax on
cigarettes, the extension of Hospital Insurance taxation and coverage to all
employees of state and local governments, and an increase in the
Supplementary Medical Insurance premium for high-income people.

Budgetary Treatment of the Mandate

A mandate requiring that individuals purchase health insurance would be an
unprecedented form of federal action. The government has never required
individuals to purchase any good or service as a condition of lawful residence
in the United States. Therefore, no budgetary precedents or concepts exist
that would provide conclusive guidance about the appropriate budgetary
treatment of such a mandate. Sound arguments can be made both for and
against including in the federal budget all of the costs that individuals and
firms would incur in complying with the mandate. It is only appropriate,
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therefore, for policymakers to resolve the issue through legislation.3 Pending
resolution of the issue, Table 1 includes the outlays and receipts of Medicare
Part C, which would clearly be a federal program, but does not include the
outlays and receipts of certified health plans purchased in compliance with the
mandate.

OTHER CONSIDERATIONS

Like many proposals to restructure the health care system, Congressman
Gephardt's would require extensive changes in the current system of health
insurance. It differs in fundamental ways, however, from most other
proposals-including those that would impose a mandate on employers to
provide coverage. Congressman Gephardt's proposal is unique in its inclusion
of an option sponsored by the federal government as well as private-sector
health insurance, and in the features of the regulatory structure for
containing health care costs.

CBO's estimates assume that the proposal could be implemented
within the scheduled time frame and would work basically as intended.
Nonetheless, there is a significant chance that the substantial changes required
by this and other systemic reform proposals could not be achieved as assumed.
The following discussion summarizes the major areas of potential difficulty as
well as some other possible consequences of the proposal.

Cost Containment Initiatives

The proposal adopts a complex regulatory approach to containing health care
costs, with parallel but separate cost containment systems for the private
sector and Medicare. Both systems would be critically dependent on reliable,
timely data, many of which are not currently available. Although CBO
believes that the system for containing Medicare's costs would have a better
chance of success than the one for containing costs in the private sector, even
the constraints on the Medicare system would be difficult to implement.
Moreover, as designed, the cost containment systems could have a variety of
unintended consequences and might raise concerns about both equity and
efficiency.

The same underlying principles would guide the cost containment
programs for both the private sector and Medicare, but the methods of

See Congressional Budget Office, The Budgetary Treatment of an Individual Mandate to Buy Health Insurance,
CBO Memorandum (August 1994).
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implementation would differ. In both sectors, the federal government would
attempt to control costs for 10 or more separate classes of service including
inpatient hospital services, outpatient hospital and ambulatory facility services,
physician and other professional services, home health and hospice care,
rehabilitation services, diagnostic testing services, durable medical equipment
and supplies, prescription drugs, nursing facility services, and mental health
services. Bach class would be allocated a per capita spending target based
on a share of an overall per capita spending target. The overall targets for
Medicare A/B and the private sector would be based on actual per capita
spending in those sectors in 1993, inflated by the estimated rate of growth in
per capita spending in each sector until 1995,4 The targets for 1996 and
subsequent years would be the 1995 estimates inflated by the rate of growth
of GDP per capita plus specified percentages that would decline over time.
The target for Medicare Part C would be based on an estimate of per capita
spending in that program in 1999. By 2000, the per capita targets for
Medicare and the private sector would all be increasing at the rate of growth
of GDP per capita, which would be the permanent growth rate for the targets.

The Secretary of HHS would establish the classes of service and would
also define the services to be included in each class. The classes could not
subsequently be changed without Congressional approval. Because the classes
would be allocated different portions of the overall per capita amounts and
would be permitted to grow at different rates, health plans and providers
would have a keen interest in the initial allocation of services to classes.

The share of per capita spending allocated to each class of service
would depend on the initial share in the base year and a fixed trend factor,
representing an assumed annual rate of growth for the class. In the private
sector and Medicare Part C, the trend factor would be the average rate of
growth in private per capita spending for the class for the five-year period
ending in 1995 (modified, if necessary, for Part C). For Medicare A/B, by
contrast, the trend factors have been written into the proposal and, for some
classes of service, are likely to differ considerably from the 1990-1995 average
rate of growth. Regardless of how the trend factors were determined,
however, over time the classes of service with higher trend factors would
increase their shares of total spending relative to classes with lower trend
factors. Moreover, the relative growth rates of different services would
probably diverge increasingly from unconstrained relative growth rates,
affecting treatment patterns, changing the incentives for the development of
new medical technologies, and limiting the ability of the health care system
to adopt more efficient methods of health care delivery.

4. For each class of service, a joint per capita target would be set for Medicare Parts A and B combined.
Throughout this discussion, the joint target is referred to as the Medicare A/B target.
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Implementing Cost Containment Mechanisms in the Private Sector. The
provisions to contain health care costs in the private sector would be
implemented at the state level. Accordingly, the Secretary of HHS would
have to establish state-specific per capita spending targets, using adjustment
factors for each state that reflected differences in prices and patterns of
service use. The per capita targets would be based on patients' state of
residence, regardless of where they received their care.

Beginning in 2000, if the Secretary of HHS determined that a state's
actual per capita spending exceeded its target, maximum payment rates would
be imposed on providers. Those rates would be estimates of the rates
necessary to achieve the national per capita spending targets for each class of
service. Because no measures would be taken until 2001, spending in some
states might be significantly out of compliance by that time. (Maximum
payment rates would be only advisory through 2000.)

The amount of data required to develop and implement this system
would be enormous. Establishing the baseline allocation of spending among
classes would require detailed information on the allocation of spending by
health maintenance organizations (HMOs)--which is not generally available
now-as well as claims data from other providers. Computing the state
adjustment factors would require data on states' private per capita
expenditures (for state residents) and patterns of service use, as well as
demographic information. (These requirements would be in addition to the
information on geographic variation in wages, prices, and other costs of
medical practice that Medicare currently uses when setting reimbursement
rates.) Moreover, information on states' per capita expenditures would be
needed on an ongoing and timely basis to determine whether states were in
compliance with the spending targets. To obtain the necessary information,
the Secretary of HHS would have to rely on reporting from health plans and
providers, and they would not have strong incentives to be either timely or
accurate.

Another concern raised by this approach to cost containment is one of
equity for providers. The tracking and regulation of spending would be based
on patients' residence rather than providers' place of practice. Providers
could, therefore, be penalized because of rapid growth in spending by their
state's residents for health care received from providers in other states. This
outcome could be a particular problem in the many states with multistate
metropolitan areas.

Implementing Cost Containment Initiatives in Medicare. In contrast to the
approach for the private sector, Medicare's cost containment provisions would
be implemented at the national level. The Secretary of HHS would establish

13



a per capita expenditure target for Medicare, which would be the weighted
average of the targets for Medicare A/B and Medicare Part G Per capita
spending would be allocated to classes of service separately for A/B and C,
and a weighted average would then be calculated for each class. Medicare's
payment rates would be set so that the combined Medicare expenditures for
each service would be consistent with the combined per capita allocation to
each class.

This approach seems more likely to reduce the rate of growth of
spending than the private-sector approach because Medicare spending would
be easier for the government to track and because each class of service would
be separately monitored and regulated on an ongoing basis. Moreover, rate
setting would be prospective rather than retrospective; that is, rates would be
set to hit spending targets rather than modified after the fact if the targets
were exceeded. Nonetheless, the approach would still be extremely
complicated and have extensive requirements for data.

Effects of the Cost Containment Provisions. The combined effects of the cost
containment provisions for the private sector and Medicare are difficult to
predict. If implemented as intended, the overall per capita spending amounts
would be constrained to the same maximum growth rates after 2000, although
the rates of growth of per capita spending for different classes of service in
Medicare and the private sector would differ, as would the relative prices of
services. Those differences might result in different patterns of service use in
the private and public sectors. But if cost containment proved to be more
successful in the Medicare program than in the private sector, providers would
generally have incentives to allocate more resources to private-sector clients
and fewer to Medicare beneficiaries. Moreover, if efforts to contain costs in
the private sector proved ineffectual, providers might be able to recoup some
of their reduced Medicare revenues by charging more to private-sector clients.
(Such behavior would, however, result in a growing divergence between
Medicare Part C and private premiums, causing more individuals and small
employers to enroll in Part C.)

Setting Medicare's payment rates jointly for A/B and C would raise a
variety of complex problems because-for each class of service-analysts would
have to predict the behavioral responses of providers to price changes in two
different markets. The rates of growth of spending in those markets would
differ, as would the characteristics and patterns of service use among their
respective enrollees. Although A/B and C would have separate targets for
the allocation of per capita spending among the classes of service, those
targets would probably not be met individually because prices would be set
to meet the joint per capita spending target.
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